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Background

The Office of the Comptroller of the Currency (OCC) was
established in 1863 as a bureau of the Department of the
Treasury. The OCC is headed by the Comptroller, who is
appointed by the President, with the advice and consent
of the Senate, for a five-year term.

The OCC regulates national banks by its power to:

. Examine the banks;

. Approve or deny applications for new charters,
branches, capital, or other changes in corporate or
banking structure;

. Take supervisory actions against banks that do not
conform to laws and regulations or that otherwise
engage in unsound banking practices, including
removal of officers, negotiation of agreements to
change existing banking practices, and issuance
of cease and desist orders; and

. Issue rules and regulations concerning banking
practices and governing bank lending and invest-
ment practices and corporate structure.

The OCC divides the United States into six geographical
districts, with each headed by a deputy comptroller.

The OCC is funded through assessments on the assets
of national banks, and federal branches and agencies.
Under the International Banking Act of 1978, the OCC
regulates federal branches and agencies of foreign
banks in the United States.
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The Comptroller

Eugene A. Ludwig took the oath of office on April 5, 1993,
as the 27th Comptroller of the Currency.

By statute, the Comptroller serves a concurrent term as
director of the Federal Deposit Insurance Corporation
and the Neighborhood Reinvestment Corporation. The
Comptroller also serves as a member of the Federal
Financial Institutions Examination Council.

Mr. Ludwig joined the OCC from the law firm of Covington
and Burling in Washington, D.C., where he was a partner
beginning in 1981. He specialized in intellectual property
law, banking, and international trade. He has written
numerous articles on banking and finance for scholarly
journals and trade publications, and served as a guest
lecturer at Yale and Harvard law schools and Georgetown
University’s International Law Institute.

Mr. Ludwig grew up in York, Pennsylvania, where he
attended York Suburban High School. He earned a B.A.
magna cum laude from Haverford College in Pennsylva-
nia. He received a Keasbey scholarship to attend Oxford
University, where he studied politics, philosophy, and
economics and earned a B.A. and M.A. He holds an
LL.B. from Yale University, where he served as editor of
the Yale Law Journal and as chairman of Yale Legislative
Services.
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Condition and Performance of Commercial Banks

Stable interest rates and strong
economic growth contribute to
record bank earnings and
performance in 1997

The U.S. economy grew for a seventh consecutive year
in 1997 with real gross domestic product (GDP) rising 3.8
percent. Employment growth lowered the unemployment
rate to 4.6 percent, the lowest level in the last 20 years. In
spite of robust growth, estimated inflation dropped to a
three-decade low: 2.1 percent. Commercial banks con-
tributed to these macroeconomic developments with
earnings totaling a record $59.2 billion and bank employ-
ment rising above 1.5 million for the first time since the
last U.S. recession (1990-91).

Although credit quality concerns, particularly with re-
spect to underwriting, remain, several indicators suggest
that credit quality improved during 1997. Non-performing
assets as a percent of assets and non-current loans as a
percent of loans dropped to the lowest levels since the
1980s. Meanwhile, commercial banks increased their
equity to record levels.!

Commercial bank performance was tied to U.S. eco-
nomic growth during 1997, but will this trend continue in
19987 The condition of the economy and commercial
banking appears at a turning point with both deflationary
and inflationary factors affecting the 1998 economic
outlook.

On the deflation side, economic troubles in Asia continue
to disrupt U.S. markets.2 Some U.S. firms report negative
earnings, influenced, in part, by overseas events and
declining exports. Domestic price levels, as measured
by the producer price index (PPI), declined during the
last quarter, reflecting both surplus production and de-
clining demand in world markets.® These trends could
well continue into 1998.

On the inflation side, investment demand remains strong
even as consumer demand has picked up. Even as the

" Equity capital increased to record $417.9 billion. Equity to asset
ratios increased to the highest level in a decade, 8.3 percent.

2 Deflation is a reduction in the price level during a specified
period of time—the opposite of inflation. A reduction in the rate of
inflation or the rate at which the price level increases is disinflation.

3 The Board of Governors of the Federal Reserve System, Beige
Book (March 18, 1998).

PPI declined in 1997, the consumer price index (CPI)
began to nudge upwards during the fourth quarter. Labor
costs have also begun to rise, particularly in high-tech
sectors and among high-tech employees. Fourth quarter
GDP of 4.1 percent and the lowest unemployment rate
since 1969 suggest that the economy, if left unchecked,
could overheat in 1998 with higher prices and inflation.*

Our 1998 baseline envisions a modest economic growth
scenario with commensurate bank performance. Although
the overall outlook for 1998 is cautiously optimistic, we
are compelled to offer two alternative scenarios to the
baseline: a deflation-recession scenario (banks suffer
greater losses) and inflation-excess growth scenario
(banks grow rapidly but suffer smaller losses than they
do in the recession scenario). The prominence of both
alternatives suggests that banks will need to be nimble to
thrive in the evolving market environment.

Last quarter, we discussed the implications of the South-
east Asia financial crisis for U.S. commercial banks and
lessons learned over the past decade. This quarter, we
monitor changes in Asia and review potential effects of a
federal budgetary surplus.

This report has three parts:®

Part I, Macro-Economic Overview. Part | presents a
baseline U.S. forecast that calls for stable to slightly
declining prices and moderate economic growth. It
features a federal budgetary surplus that may offset the
effect of the Asian crisis. This baseline suggests contin-
ued strong bank earnings and asset growth. It is the least
risky of three scenarios considered.

Part Il, The Implications for National Banks. Part Il
discusses the potential performance of national banks,
given the baseline and alternative scenarios presented
in Part I. The outlook remains favorable if tenuous.

4 Council of Economic Advisers, Economic Report of the Presi-
dent, February 1997.

5The Financial and Statistical Analysis Division of the Economics
Department in OCC provides this report to give an overview of
recent developments in the U.S. economy and the commercial
banking industry. The report includes a current macroeconomic
overview and outlook, an analysis of what this implies for national
banks, and a featured discussion based upon recent research
results and financial analysis of the condition of the banking
industry. This quarter’s featured discussion on whole bank risk is the
joint product of the Bank Research Division and the Financial and
Statistical Analysis Division of the Economics Department.
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Part Ill, Featured Discussion: Recent Findings of Market
to Book Valuations for Industry Aggregates. The third
part compares market value financial ratios and book
value financial ratios using a new analytical procedure
developed at the OCC.

Part I. Macroeconomic Overview

The U.S. economy continues to improve even after 28
consecutive quarters of expansion. While the Asian crisis
casts doubt on continued strong economic growth, the
economy exhibits considerable resiliency, generates new
jobs, and reveals solid corporate earnings and increases
in productivity.

The Asian turmoil. The events in Asia dominated macro-
economic discussions during the first quarter. The gen-
eral question remains: “How much will the Asian down-
turn affect growth in the United States?” The consensus
among analysts is that the U.S. growth rate will decline
by 0.5 to 1.0 percent during 1998 relative to what it would
have been otherwise. These effects should become
more pronounced in the third and fourth quarters of 1998
or 1999.% Recent studies focus more on why the crisis
developed in Pacific Rim countries, than on its U.S.
macroeconomic consequences. Generally, a combina-
tion of external shocks, underdeveloped financial regula-
tory structures, excess lending for real-estate specula-
tion, and inappropriate industrial policies and foreign
currency policies precipitated this crisis.

Although most analyses indicate that the Asian econo-
mies are basically sound and further deepening of the
crisis is unlikely, financial reform is not guaranteed. Two
of the more poignant illustrations as to why financial
reform is not guaranteed are the Indonesian intransi-
gence to International Monetary Fund (IMF) agreements
and the increasing pressure on China to devalue its
currency. Lack of progress in resolving the Indonesian
crisis poses a potential threat to political stability in the
region. The threat of a Chinese devaluation raises the
specter of competitive currency devaluations throughout
the region. Either concern would undermine carefully
crafted IMF agreements to stabilize Asian economies.

The Federal Reserve System has resisted the downward
pressure on domestic U.S. interest rates posed by
foreign capital inflows and a declining federal deficit.
Keeping the Fed discount rate above short-term market

6“A U.S. recession is possible if the economies of Asia collapse
more than we now expect,” Review of the U.S. Economy, Standard
& Poor’s, DRI division of McGraw Hill. (January 1998). See also:
Board of Governors of the Federal Reserve System, The Blue Chip
Economic Indicators (January, February, and March 1998) and the
Congressional Budget Office, The Economic and Budget Outlook:
Fiscal Years 1998-2007 (January 1997).
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interest rates has strengthen the U.S. dollar and helped
moderate domestic investment demand. The strong dol-
lar has strengthened U.S. imports from Asia and, as a
consequence, kept domestic price levels from rising
because of to increased import competition.

In the 1970s, the economy labored under the persist-
ence of high inflation and unemployment. Budget deficits
were measured in the billions. The federal budget and
trade deficits became the primary macroeconomic prob-
lems of the 1980s. Budget deficits started to be mea-
sured in tens and then hundreds of billions. The 1990s
began with a weakened banking sector and a recession.
Still, the federal deficits persisted.

The economy turned a corner after the last recession.
Since 1992, the federal deficit has been shrinking steadily
as a percent of GDP, a result of expenditure restraint and
increases in tax revenues due to steady economic
growth. In 1998, the Administration and Congress can
finally point to the first federal budgetary surplus in since
1969.7

What are the effects of deficit reduction? Those who
conclude that continuous deficits are bad, particularly
during economic expansions, generally believe that fed-
eral budgetary deficits contributed to and exacerbated
the negative economic events of the late 1980s and early
1990s.8

Logic suggests that if deficits during expansions pro-
duce negative consequences, such as higher interest
rates and lower real investment, deficit reductions or
even surpluses could have the opposite effects. Reduc-
ing the deficit in the late 1990s should lower interest rates
and stimulate investment. Some anecdotal evidence
supports the notion that this process may have already
begun.

Since deficit reduction began in earnest in 1992, the real
cost of capital and investment has fallen. (See Figures 1
and 2 in the appendix.) Real investment and productivity
have grown rapidly since 1992. (See Figures 3 and 4 in
the appendix.)

Continued deficit reduction during 1998, therefore, should
encourage positive economic growth, lower interest rates,
and encourage a pro-investment atmosphere—the story
behind our baseline.

7 Council of Economic Advisers, 1997, p. 367.

8 See Benjamin Friedman, Day of Reckoning, Random House,
(1988) for a discussion of why the deficit may have adverse
economic consequences. For an opposing point of view, see
Robert Barro, Macroeconomics, John Wiley & Sons (1990).



Review of the Forecast

In this section, we present three very different scenarios
for the U.S. economy:

. Stable to slightly declining prices and moderate
economic growth (baseline),

. A lower price level with lower economic growth
(deflation and recession), and

o Rising prices with temporarily faster economic
growth (modest inflation and strong near-term eco-
nomic growth).

The key indicators determining which scenario is likely to
emerge during 1998 are:

. The level of inflation: do prices remain stable, rise,
or fall?

. The situation in Asia: does the IMF succeed in
getting Asian countries to discipline their econo-
mies?

. Will Japanese investors repatriate investments in
an orderly fashion?

o Will the U.S. federal budget surplus produce the
opposite effects of a budget deficit?

Three points can be made with some confidence:
. The U.S. economy will likely continue growing, but

at a slower pace.

o The market volatility faced by financial institutions
will likely rise.

. Lower interest rates will likely continue to stimulate
corporate investment.

Scenario 1: Stable Prices, Moderate Growth,
and a Federal Budgetary Surplus (Baseline)®

Key indicators of this scenario are:

o Growth in the U.S. economy remains positive,

. Prices remain stable to slightly decreasing and
interest rates fall, thereby stimulating corporate
investment,

. Foreign investors maintain their foreign investments
in U.S. Treasury securities,

®The three scenarios provided reflect a consensus projection
derived from a variety of sources including the Blue Chip Economic
Indicators, Data Resources Incorporated, and discussions with
financial analysts.

. The IMF succeeds in containing the crisis in South-
east Asia, and

o The Peoples Republic of China maintains its cur-
rent exchange rates.

Economic growth. The baseline scenario suggests mod-
erate economic growth and lower interest rates. Real
GDP growth stays in the 2.3 10 2.7 percent range. Interest
rates drop slightly and remain relatively fixed as the
federal budgetary surplus helps to offset the Asian crisis.
Unemployment rates rise slightly and the CPI index
indicates modest inflationary pressure.

Commodity prices. Commodity prices, as measured by
the producer price index (PPI), fell throughout most of
1997 and early 1998.

Small decreases in the PPl are generally positive and
indicate that inflation is modest. Small changes in the PPI
are positive because commodity inputs into manufactur-
ing processes, such as oil, cost less and stimulate
corporate profits. Large decreases in the PPl signal
deflationary pressure is building and provide a leading
indicator of recession. Large declines in the PPl suggest
excess supply and may indicate that competing suppli-
ers abroad are dumping product on the world market
below the cost of production. Prolonged price deflation
can therefore undermine corporate profits and lead to
layoffs.

A key concern in appraising the current outlook for prices
is whether the Peoples Republic of China maintains its
existing exchange rate. The Chinese currency is cur-
rently pegged at rates that have prevailed since before
the devaluations of other Asian nations this past year.
This policy has placed China in the position of relative
strength within the region, but has come at the cost of a
loss of export competitiveness. Domestic tensions in
China have, however, brought this policy into question in
recent weeks. Should the Chinese devalue their cur-
rency, there is concern that other Asian nations would be
pressured to follow suit with competitive devaluations like
those experienced in the West during the 1930s. Such an
event would lead to a further cycling down of currency
values and, with them, world market prices.

Bank supervisors will want to watch for price decreases
in two asset classes: land and equity prices. Falling
land prices undermine bank loan collateral and raise
the probability and cost of loan default.”® While it is

1©*In Focus This Quarter—Trends in Commercial Real Estate Loan
Pricing and Underwriting,” Regional Outlook [for eight regions],
Federal Deposit Insurance Corporation, first quarter 1998. Falling
capital goods prices have the same general effect. However,
equipment and machinery are less important than real estate in
most bank portfolios.
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unclear that all land markets have begun to respond to
events in Asia, exports of products, such as agricultural
commodities, are clearly down. Falling equity prices
reduce consumer wealth and encourage cut backs in
demand for all manner of expenses, including loans,
which directly lowers GDP. Equity markets continue to
be whipsawed by events in Asia and, consequently, it
remains unclear whether the net effect would be posi-
tive or negative.

Corporate earnings and exports. Asia accounts for only 5
percent of U.S. total corporate earnings. The firms likely
to be hardest hit export infrastructure materials, machin-
ery, and services to Asia. Capital goods account for 42
percent of U.S. exports. Although exports of capital
goods make up 15 percent of total U.S. exports to Asia,
much of that is in technology components, which are
assembled into computers and other products in Asia
and re-exported to the U.S. and other countries. There-
fore, while local purchases of technology products will
slow down, U.S. companies could benefit from lower
costs on goods assembled in Asia.

Commercial bank lending. According to the Federal
Reserve, Asian loans outstanding account for less than 3
percent of total bank assets. The direct effects of the
Asian crisis on credit quality are minimal and relegated to
a few larger banks. Alternatively, the indirect effects that
appear as loan losses to U.S. export industries may be
more important. The lower overall growth in real output
reflects this concern in the baseline.

Effect on bond markets. Japan’s central bank and private
investors hold about 10 percent of all U.S. Treasury
securities. How likely are the Japanese to divest them-
selves of their U.S. bond holdings?

A Japanese sell-off is currently unlikely because of the
interest rate premium on U.S. bonds. Long-term interest
rates are still higher in the United States than in Japan.
For this reason, most analysts believe that Japanese
investors are more likely to raise cash by borrowing
against these securities than by selling them.

This analysis focuses on the primary effects of Japanese
debt repatriation. There are, however, also secondary
effects: the Japanese have large investments worldwide.
The effect of Japanese repatriation of investments in
Southeast Asia no doubt helped spook Asian security
markets this past fall. The U.S. economy is, however,
more sensitive to capital flights out of Latin America.
Japanese repatriation of Latin American investments has
already affected those markets and may serve to reduce
U.S. exports to that region further during 1998.
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Scenario 2: Falling Prices and Negative
Economic Growth (Deflation, Recession,
and Deficits)

Key indicators of this scenario are:

o U.S. prices begin to fall rapidly (deflation),
. The Federal Reserve raises interest rates,
. The Chinese devalue their currency,

. Japanese investors begin repatriating their invest-
ments in U.S. bonds in a disorderly manner, and

o The IMF fails to contain problems in Southeast Asia
either because of a lack of Asian cooperation or a
lack of funds.

Economic contraction. If a recession occurs in 1998, it
will be characterized by insufficient investment and
export demand and it will develop in the second half of
the year. In this scenario, the yield curve flattens and
slowly begins to rise. Export demand declines with the
strong dollar and competition from Asian producers
reduces rates of return on domestic investment, which, in
turn, cuts corporate investment. Layoffs rise and the
unemployment rate increases. The CPIl index continues
to fall.

Corporate lending and the federal budget surplus. In this
scenario, the Asian crisis deepens severely and U.S.
exports decline abruptly. The combined direct and indi-
rect effects of the crisis reduce the demand for corporate
loans and erode credit quality. The federal budget sur-
plus quickly dissipates as federal tax revenues fall with
lower corporate profits, rising unemployment, and rising
interest payments on the national debt. Investment de-
mand declines with reductions in export demand and in
consumer demand.

Effects on the bond markets. Bond investors will benefit
from the deflationary environment likely to develop from a
more pronounced Asian crisis."’ Bond market analysts
have been expecting a weakening in industrial produc-
tion and consumption demand as the first quarter of
1998 closes.

A budget surplus reduces the need for the Treasury to
issue new debt. Treasury debt paydown directly reduces
the liquidity in bond market and, as a consequence,
adds additional uncertainty in the pricing of all classes of
debt instruments. This uncertainty arises because, in
finance theory, Treasury bonds are considered a risk-free

" Bonds return fixed interest payments and a fixed principal
amount that is more valuable when prices and interest rates
decline.



asset. Any addition of risk to the risk-free asset affects
pricing of all other assets associated with it. Many
corporate debt instruments are priced as a spread over
Treasury securities of the same maturity. These effects
have already been noticed by market observers.?

The U.S. Treasury Department announced on March 18,
1998, that the government plans to retire $7 billion in
outstanding debt (2-year and 5-year notes) in March.
Treasury expects to retire a total of $28 billion worth of
debt in 1998.

As a result, the supply of bonds has been shrinking with
the decline in the federal deficit. Bondholders who want
to buy new bonds must compete for a smaller supply.
Bond prices rise accordingly. Derivative products priced
by using these bonds will likely become more volatile
with the reduced bond liquidity.'

As the recession deepens, federal expenditures rise and
tax receipts fall creating a new federal deficit and
prompting the U.S. Treasury to expand bond sales.

Scenario 3: Rising Prices and Stronger
Growth (Inflation, Expansion, and
Balanced Budget)

Key indicators of this scenario are:

o U.S. price levels (inflation) rise and the dollar
weakens,

. Foreigners continue investing in U.S. Treasury se-
curities,

. Tax cuts (or increased federal spending) stimulate
domestic demand, and

o Prompt recovery of Southeast Asian country econo-
mies from the recent crises.

Economic growth. Real GDP grows between 2.5 and
3.5 percent over the next year and unemployment rates
continue to decline. The 30-year Treasury bill rises from
6.2 to 7.7 percent over the next year and the CPI
increases 3.2 percent

Corporate lending and the federal budget surplus. De-
mand for loans increases as a result of either tax cuts or
increases in government spending. The Asian crisis
moderates and import prices do not fall as much as in

2 Libor (London interbank offered rate) rates are also used for this
purpose, but their usefulness is limited to very short-term instru-
ments. See Jane Locke, “Interest Rates: Surplus to Requirements,”
Risk Magazine, March 1998, pp. 29-32.

8 Locke, 1998, pp. 29-32.

the baseline scenario. The federal surplus declines and
the cost of capital to U.S. corporations rises slightly.

Effects on the bond markets. Bond prices fall with the
growth of inflation but not to the extent seen in past years
because stable federal spending limits the supply of
bonds and because foreign investors have fewer good
alternatives. Corporate investment drops off with re-
duced export growth and renewed inflation fears.

Part II. Implications of the Macro
Economy for National Banks

As 1998 began, 2,597 commercial banks held national
bank charters. These banks hold approximately 58 per-
cent of the industry’'s assets, employ 60 percent of its
employees, and represent only 28 percent of its charters.
National banks began the year in excellent financial
condition.

This section explores three components of the outlook for
national banks: the short-term, quarter-to-quarter view,
and our three macroeconomic scenarios. The implica-
tions of our scenarios are summarized in an appendix
table: Summary of Macroeconomic Effects on National
Banks.

Short-Term Effects: Quarterly Risk Outlook

The OCC bank calculator program permits us to simulate
quarterly changes in the probability that national banks
will fail, given various assumptions about the economy,
bank condition, and structural variables.

Assume that the economy follows the baseline projec-
tions and that all banks with an estimated probability of
failure exceeding 10 percent over the next 5 years are at
risk of failure. The total number of national banks at risk
over the next 5 years is 34, down almost 30 percent from
last quarter’s projections. The annual number of national
banks at risk over the next 5 years is roughly 7 per year.
This improvement reflects a decline in unemployment
rates and an improved financial condition of national
banks during the fourth quarter of 1997: more capital,
better earnings, higher ROE, and higher ROA. The
combination of these effects reduces the estimated
likelihood of failure relative to last quarter.

*The OCC bank calculator is an OCC Windows-based program
constructed and programmed in the OCC Financial and Statistical
Analysis Division. It employs coefficients from an econometric
model/analysis of national bank failures over the period 1985-1996.
It simulates the effects of changing economic and banking circum-
stances on the relative frequencies of national bank failures. See:
Stephen Hiemstra, Stephen Kane, Thomas Lutton and P.A.V.B.
Swamy, “A New Method for Forecasting Bank Failures and Insur-
ance Fund Losses,” OCC memorandum, January 15, 1998.
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Five-year outlook: risk assessments under alternative
macroeconomic scenarios. National banks are most at
risk under conditions of recession with deflation, as
articulated in our second scenario. In this case, we
assume unemployment rises to an average of 6 percent
and the interest rate spreads on Treasury bonds drop 10
basis points during 1998. The number of national banks
at risk rises almost 60 percent over the baseline to a total
of 54 banks. If we additionally assume that capital-asset
ratios of national banks drop an average of 1 percent
with this recession, the number of banks at risk rises to
82—almost double our baseline estimate.’ Banks in the
Central and Southwestern districts are most vulnerable to
recession in this analysis (see table—Summary of Macro-
economic Effects on National Banks, in appendix).

The third scenario, higher inflation and economic expan-
sion, is more comparable to the recession scenario than
to our baseline. The actual number of national banks at
risk in Scenario 3 increases to 44 banks at risk over 5
years (see table—Scenario 3: Rising Prices and Stronger
Growth, in appendix). This suggests one to two addi-
tional national banks at risk per year over the baseline,
but these results also assume no additional capital
deterioration.

While these scenarios may provide some comfort that
the national banking system is relatively secure in its
ability to handle diverse macroeconomic conditions,
several points need to be made:

. Our bank calculator projects only probabilities or
relative frequencies of failure. It does not examine
expected rates of return, income, or market equity
of banks. It does not, for example, examine the
reduction in capital or income associated with
specific macroeconomic events. Nor does it mea-
sure the volatility or the degree of uncertainty
associated with alternative scenarios.

. Book value capital-to-asset ratios should not be
confused with market values. In either case,
capital-to-asset ratios do not remain fixed, particu-
larly in financial duress. Such ratios deteriorated
rapidly during the 1980s and early 1990s just prior
to bank resolutions. The bank calculator uses pro-
jections of deterioration in the ratios of capital to
assets, as part of the simulation exercise, but
results presented here assume little additional capi-
tal deterioration beyond the forecast period and
therefore may not be sufficiently sanguine.

® During these regional economic downturns and recession,
capital asset ratios dropped even more precipitously and national
bank failures hit triple digits. In the 1980s, even apparently
well-capitalized banks failed quickly.
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Part Ill. Featured Discussion:
Recent Findings of Market-to-Book
Valuations for Industry Aggregates

Since enactment of the Federal Deposit Insurance Cor-
poration Improvement Act of 1991 (FDICIA), supervisors
have been legally required to close troubled banks at
minimum cost to the insurance fund. To do this, examin-
ers must close banks when they become market value
insolvent. The Prompt Corrective Action (PCA) provisions
in FDICIA specify that regulators are to consider banks
critically undercapitalized when book value capital falls
below 2 percent.'®

The 2 percent rule is a legal acknowledgement that
the market values of troubled institutions usually reach
zero long before the book value does. Recent research
suggests that the speed of book equity capital declines
during the 1980s and 1990s occurred sufficiently rapidly
and that virtually all national banks resolved between
1985 and 1994 became insolvent before the book value
thresholds prescribed by PCA would have been
breached."

Although basic to the regulator mission, market values
are not directly observed in call reports or other data
series. Market values must be estimated and unfortu-
nately doing so means they are likely to contain errors.™

The OCC recently developed a new method that pro-
vides hope that these errors may be reduced. This
approach to risk assessment is known as whole bank
risk.’® Whole bank risk employs a risk-based supervision
strategy that uses a return on equity (ROE) accounting

6 Under FDICIA, any bank with total risk-based capital under 2
percent or a leverage ratio under 2 percent is considered critically
undercapitalized.

7 Stephen W. Hiemstra, Kevin T. Jacques, and Stephen A. Kane,
“Implications from Bank Failure Estimates for Capital Adequacy
Standards,” OCC memorandum, January 1998.

8 Book values are the acquisition prices of assets purchased by
the bank. As historical values, there is no presumption that the
assets appreciate over time or, for that matter, provide an indication
of the current value of these assets. Market values measure the
current value of assets. Market values should, however, be distin-
guished from salvage values, which may prevail if a bank is
liquidated rather than purchased by another institution. Clearly, the
method by which a bank is resolved (or failed) by the regulator can
influence the value of its assets.

¥ This section summarizes results from a larger work: P.A.V.B.
Swamy, Thomas J. Lutton, and Philip F. Bartholomew, “Theory and
Measurement of Whole Bank Risks and Their Components,” OCC
memorandum, March 1998. See also P.A.V.B. Swamy, Thomas J.
Lutton, and Philip Bartholomew “Whole Bank Risk: A Risk Measure-
ment Technique,” OCC Draft Working Paper presented at Western
Economic Association meeting in Seattle, WA (July 1997). The work



identity with time series data to determine how ROE is
related to return on assets, a leverage ratio, interest
expense on liabilities, and taxes.?°

To illustrate this approach with aggregate data, we
examine how book value time series data on two strata of
banks may be connected to market values. Stratum 1
consists of banks that generate positive returns and pay
taxes (financially sound). Stratum 2 consists of banks
that generate negative returns and do not pay taxes
(financially weak banks). Some banks, of course, can
generate positive returns and pay no taxes or generate
negative returns and pay taxes, but we exclude these
from consideration for purposes of illustration.

We examined these two strata of banks for each quarter
from 1984 to 1996. We estimated the ratios of market
value return on assets to interest expenses on liabilities
(the higher the ratio, the better the financial condition) to
the book values of the same variables. See Figure 5 in
appendix for stratum 1 results and Figure 6 for stratum 2
results. We chose these extreme cases to make the point
that we already brought prior information to these two
cases. Before we even tested the approach we knew that
risks associated with stratum 1 should be much less than
stratum 2. We also knew that book values may be more
useful in financially sound banks than in financially weak
or compromised banks. Our empirical results supported
these “priors.”

Not only are the ratios higher for stratum 1 than stratum 2
as expected, but also the volatility of the market values is
more pronounced in stratum 2. The greater the volatility,
the greater the risk. Many of the banks in stratum 2 had to
be resolved during this period. Note also when compar-
ing Figure 5 (stratum 1) to Figure 6 (stratum 2), the book
values in stratum 1 serve as better indicators of market
ratios than do those in stratum 2. Indeed, book value
ratios are generally positive in stratum 2, but market

on whole bank risk was developed jointly by the Financial and
Statistical Analysis and the Bank Research divisions, Economics
Department, OCC.

20 This procedure dovetails with the OCC'’s supervision by risk
procedures. Risk is defined as a potential loss in returns conditional
upon anticipated or unanticipated events. This procedure starts
with whole bank return and examines how returns are affected by
internal and external events. The approach permits a disaggrega-
tion of risk into various components including interest rate risk,
business risk, financial risk, leverage risk, and tax risk. Ultimately it
permits risk to be explicitly measured or quantified in a
dollar-denominated, time-specific fashion.

value ratios are frequently negative and much more
volatile than book value ratios.

Figures 7 and 8 compare book and market value equity
to asset ratios for strata 1 and 2, respectively. Note that
for only a very brief period in the last recession, the
market values for banks in stratum 1 exceeded book
values. Moreover, the market value ratios often exceeded
6 percent for these banks. See Figure 7 in appendix. By
contrast, the market to book ratios for stratum 2 banks
were generally much lower. Book values technically
never hit zero, but market values did so with some
frequency. In addition, the volatility of the book value
equity to asset ratios was close to zero, compared to the
extremely volatile market value ratios.

Book values frequently overstate the financial position of
the weaker banks in stratum 2, even to the point of
showing positive equity when the bank has no market
equity at all.

In principle, we can take the underlying equations and
use them to project ROE and measure various compo-
nents of risk. These approaches are documented in the
cited studies and model validation continues to deter-
mine whether this approach is useful for individual
banks.

In conclusion, whole bank risk provides a simple way to
compare market value financial ratios to book value
ratios. Although only used in an illustrative fashion in this
analysis, the approach is easily generalized to individual
banks, or groups of banks. More testing is needed but
the initial results appear promising. This approach may
be used to forecast individual bank returns and the
volatility of those returns. Ultimately, if it passes out of
sample forecasting tests, the model may be used to
examine risk-return tradeoffs and a bank’s appetite for
risk.
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Appendix

Table 1—Scenario 1: Stable Prices and Moderate Growth

Iltem 97:3 97:4 98.1 98:2 98:3 98:4 99:1
Percentage change
Gross domestic product . ....... ... .. ... 35 4.3 2.3 2.5 2.7 2.7 2.5
Treasury bills:
Tyear ... 5.85 515 5.00 5.00 5.00 5.00 5.00
30year ... 6.93 6.15 5.70 5.60 5.55 5.70 5.80
Spread . ... ... 1.08 1.00 0.70 0.60 0.55 0.70 0.80
Consumer price index .................. 2.0 2.1 1.3 1.4 1.7 1.7 1.8
Unemploymentrate .................... 4.9 4.7 4.8 5.0 5.1 5.1 5.1
" Percentage change in real 1992 dollars in $Billions, SAAR.
Source: Financial and Statistical Analysis Division, OOC
Table 2—Scenario 2: Falling Prices and Lower Growth
Item 97:3 97:4 98.1 98:2 98:3 98:4 99:1
Percentage change
Gross domestic product . ....... ... .. .. 35 4.3 1.0 -1.5 -2.0 -2.5 1.0
Treasury bills:
Tyear ... 5.54 515 5.00 4.90 4.20 3.50 3.00
30year ... 6.93 6.15 5.30 5.00 5.00 5.00 4.80
Spread . ... ... 1.08 1.00 0.30 0.10 0.80 1.50 1.80
Consumer price index .................. 2.0 2.1 1.0 0.0 -0.5 -1.0 -1.0
Unemploymentrate .................... 4.9 4.8 5.1 55 6.0 6.5 6.7
" Percentage change in real 1992 dollars in $Billions.
Source: Financial and Statistical Analysis Division, OOC
Table 3—Scenario 3: Rising Prices and Stronger Growth
Item 97:3 97:4 98.1 98:2 98:3 98:4 99:1
Percentage change
Gross domestic product . ....... ... .. ... 3.5 4.3 2.7 3.0 3.5 2.8 2.5
Treasury bills:
Tyear ... 5.54 515 5.65 6.00 6.25 6.50 6.50
30year ... 6.93 6.15 6.85 7.45 7.55 7.55 7.70
Spread . ... ... 1.08 1.00 1.30 1.45 1.35 1.05 1.20
Consumer price index .................. 2.0 2.1 2.3 2.5 2.8 3.1 3.2
Unemploymentrate .................... 4.9 4.8 4.8 4.7 4.5 4.6 4.8
" Percentage change in real 1992 dollars in $Billions, SAAR.
Source: Financial and Statistical Analysis Division, OOC
Table 4—Summary of Macroeconomic Effects on National Banks
No change Macroeconomic scenarios
from Q4 Baseline Recession Growth
Key assumptions: Percentage
Interest rate spread ............ ... . ... 1.00 0.67 0.90 1.27
Unemploymentrate .................... 4.7 5.02 5.96 4.68
Banks at risk: Number of banks
Total ... 34 34 54 44
District distribution in percent
Northeastern . ............. .. ... .. .. ... 8.8 8.8 7.4 6.8
Southeastern . ......... ... . ... . 8.8 8.8 13.0 9.1
Central ... ... . . . 235 23.5 259 27.3
Midwestern . ......... ... ... L 17.6 17.6 1.1 13.6
Southwestern ... ... 20.6 20.6 241 22.7
Western . ... . 20.6 20.6 18.5 20.5
Total ... 100.0 100.0 100.0 100.0

Source: OCC
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Table 5—Commodity Market Prices, Annual 1990-97 and Monthly 1997

Annual: 1990 1991 1992 1993 1994 1995 1996 1997
CPI, 1982-84=100 130.8 136.3 140.4 144.6 148.3 152.5 157.0 160.6
PPI, 1982-84=100 116.3 116.5 117.2 118.9 120.5 124.8 127.7 127.6
Crude Oil $21.48 $20.56 $20.56 $18.46 $17.19 $18.43 $22.15 $20.60
Gold $383.54 | $362.24 | $343.67 | $359.19 | $384.29 | $384.43 | $387.81 | $331.59
Aluminum $0.75 $0.60 $0.58 $0.54 $0.71 $0.86 $0.72 $0.78
Wheat $3.41 $3.15 $3.83 $3.53 $3.78 $4.57 $5.44 $4.12
Cotton $0.71 $0.71 $0.54 $0.57 $0.73 $0.93 $0.80 $0.70
Monthly: Jan-97 Feb—-97 Mar-97 Apr-97 | May-97 | Jun-97 Jul-97 Aug-97 | Sep-97 Oct-97 Nov-97 | Dec-97
CPI, 1982-84=100 159.4 159.7 159.8 160 160.1 160.4 160.6 160.9 161.3 161.6 161.8 161.9
PPI, 1982-84=100 129.7 128.5 127.3 127 127.4 127.2 126.9 127.2 127.5 127.8 127.8 126.7
Crude Oil $25.17 $22.03 | $20.99 | $19.72 | $20.83 | $19.17 | $19.64 | $19.93 | $19.79 | $21.26 | $20.17 $18.32
Gold $356.20 | $345.68 | $351.81 | $344.59 | $344.50 | $341.95 | $325.81 | $324.05 | $323.62 | $323.31 | $308.20 | $289.31
Aluminum $0.76 $0.77 $0.80 $0.77 $0.79 $0.77 $0.76 $0.82 $0.78 $0.78 $0.78 $0.76
Wheat $4.59 $4.52 $4.55 $4.77 $4.45 $4.11 $3.52 $3.81 $3.83 $3.86 $3.79 $3.68
Cotton $0.70 $0.70 $0.71 $0.69 $0.70 $0.72 $0.73 $0.72 $0.71 $0.69 $0.68 $0.64

CPI = All urban consumers, seasonally adjusted, 1982-84 = 100. PP| = All commodities, not seasonally adjusted, 1982-84 = 100

Crude Oil = West Texas intermediate crude spot price, dollars per barrel. Gold = London spot price, P.M. fix, dollars per troy ounce
Aluminum = Ingot spot price, Tuesdays, Midwest, dollars per pound. Wheat = Number 2, Hard, Kansas City spot price, dollars per bushel.
Cotton = 1 1/16 inch string, low-medium grade, Memphis spot price, dollars per pound.

Source: Haver Analytics

Figure 1—Federal Deficit (Surplus)
Percent of GDP
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Figure 2—GDP and Investment
Normalized (1970:1=1.00)
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Figure 3—Private Fixed Investment

Qty. vs. Price: (1970:1=1.00)
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Figure 5—Return on Assets/IOL
Stratum 1: Whole Bank Risk
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Figure 7—Equity to Asset Ratios
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Figure 4—Labor Productivity
1992=100
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Figure 6—Return on Assets/IOL
Stratum 2: Whole Bank Risk
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Figure 8—Equity to Asset Ratio
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Key indicators, FDIC-insured national banks
Annual 1993-1996, year-to-date through December 31, 1997, fourth quarter

(Dollar figures in millions)

1996, and fourth quarter 1997

Preliminary Preliminary

1993 1994 1995 1996 1997 YTD 1996Q4 1997Q4
Number of institutions reporting .. ......... 3,304 3,075 2,858 2,726 2,597 2,726 2,597
Total employees (FTEs) ................. 868,305 851,311 840,699 850,737 911,425 850,737 911,425
Selected Income Data ($)
Netincome .......... .. ... .. ... ....... $25,553 $26,803 $28,584 $30,498 $35,816 $8,035 $9,343
Net interest income . .................... 80,141 83,958 87,080 94,565 106,641 24,359 26,952
Provision for loan losses .. ............... 9,158 5,500 6,335 9,598 13,032 2,708 3,581
Noninterest income . .................... 45,342 45,906 51,079 56,102 65,425 15,412 17,241
Noninterest expense .. .................. 82,199 83,941 87,591 93,691 104,670 24,699 27,302
Net operating income . .................. 22,742 27,027 28,541 30,097 35,027 7,915 8,918
Cash dividends declared ................ 13,278 17,669 20,516 25,279 28,575 8,206 11,261
Net charge-offs to loan and lease reserve 10,053 5,994 6,459 9,968 12,649 2,822 3,444
Selected Condition Data ($)
Totalassets . ......... ... ... ... ... .. 2,100,548 2,256,008 2,401,017 2,528,057 | 2,893,910 | 2,528,057 2,893,910
Total loans and leases .................. 1,269,271 1,382,855 1,522,677 1,641,464 | 1,840,662 | 1,641,464 1,840,662
Reserve forlosses ..................... 31,520 30,990 31,142 31,992 34,836 31,992 34,836
Securities ... 436,703 414,264 390,549 380,615 452,111 380,615 452,111
Other real estate owned ................. 10,229 5,709 3,396 2,764 2,111 2,764 2,111
Noncurrent loans and leases . ............ 26,310 17,852 17,595 17,223 17,795 17,223 17,795
Total deposits ... ... ... 1,576,725 1,630,171 1,695,817 1,801,043 | 2,004,855 | 1,801,043 2,004,855
Domestic deposits . .................... 1,364,048 1,350,658 1,406,312 1,525,565 | 1,685,304 | 1,525565 1,685,304
Equity capital . ....... ... ... ... .. L 164,660 172,655 189,714 207,167 244,992 207,167 244,992
Off-balance-sheet derivatives . .. .......... 5,434,701 7,570,283 7,914,818 7,488,663 | 8,704,481 | 7,488,663 8,704,481
Performance Ratios (annualized %)
Returnonequity ....................... 16.41 15.99 15.76 15.28 15.01 15.55 15.20
Returnonassets ....................... 1.26 1.24 1.24 1.25 1.29 1.29 1.31
Net interest income to assets .. ........... 3.95 3.87 3.78 3.88 3.83 3.90 3.78
Loss provisiontoassets . ................ 0.45 0.25 0.27 0.39 0.47 0.43 0.50
Net operating income to assets ........... 112 1.25 1.24 1.24 1.26 1.27 1.25
Noninterest income to assets .. ........... 2.23 212 2.22 2.30 2.35 2.47 2.42
Noninterest expense to assets . ........... 4.05 3.87 3.80 3.85 3.76 3.96 3.83
Loss provision to loans and leases ........ 0.75 0.42 0.44 0.61 0.73 0.67 0.79
Net charge-offs to loans and leases . ...... 0.82 0.46 0.45 0.63 0.70 0.69 0.76
Loss provision to net charge-offs . ......... 91.10 91.75 98.09 96.29 103.08 95.94 104.00
Performance Ratios (%)
Percent of institutions unprofitable ......... 5.08 413 3.32 4.77 4.58 7.85 7.66
Percent of institutions with earnings gains 67.86 52.59 66.83 67.87 68.54 57.78 60.76
Nonint. income to net operating revenue . . .. 36.13 35.35 36.97 37.24 38.02 38.75 39.01
Nonint. expense to net operating revenue . . . 65.51 64.64 63.40 62.18 60.83 62.10 61.78
Condition Ratios (%)
Nonperforming assets to assets . ......... 1.76 1.05 0.88 0.80 0.69 0.80 0.69
Noncurrent loans to loans .. ............. 2.07 1.29 1.16 1.05 0.97 1.05 0.97
Loss reserve to noncurrent loans . ......... 119.80 173.59 176.99 185.75 195.76 185.75 195.76
Lossreservetoloans ................... 2.48 2.24 2.05 1.95 1.89 1.95 1.89
Equity capital to assets . ................ 7.84 7.65 7.90 8.19 8.47 8.19 8.47
Leverageratio .......... ... ... ... ..... 7.37 7.39 7.31 7.40 7.43 7.40 7.43
Risk-based capital ratio ................. 12.48 12.47 12.09 11.97 11.88 11.97 11.88
Net loans and leases to assets ........... 58.93 59.92 62.12 63.66 62.40 63.66 62.40
Securitiestoassets ... ... 20.79 18.36 16.27 15.06 15.62 15.06 15.62
Appreciation in securities (% of par) ....... 1.38 -3.84 0.86 0.50 1.1 0.50 1.1
Residential mortgage assets to assets ... .. 21.41 20.43 20.13 19.81 20.11 19.81 20.11
Total depositsto assets . ................ 75.06 72.26 70.63 71.24 69.28 71.24 69.28
Core deposits to assets ................. 59.87 55.16 53.28 54.08 51.59 54.08 51.59
Volatile liabilities to assets . .............. 28.12 29.90 30.29 29.83 31.41 29.83 31.41
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Loan performance, FDIC-insured national banks

(Dollar figures in millions)

Annual 1993-1996, year-to-date through December 31, 1997, fourth quarter 1996, and fourth quarter 1997

Preliminary Preliminary
1993 1994 1995 1996 | 1997 YTD 1996Q4 1997Q4
Percent of Loans Past Due 30-89 Days
Total loans and leases .................. 1.30 1.14 1.26 1.39 1.32 1.39 1.32
Loans secured by real estate (RE) . ... .. 1.56 1.28 1.38 1.45 1.39 1.45 1.39
1-4 family residential mortgages . ... .. 1.39 1.28 1.44 1.63 1.65 1.63 1.65
Home equity loans . ................ 0.86 0.87 1.19 1.04 0.93 1.04 0.93
Multifamily residential mortgages . .. . .. 1.93 1.45 1.15 1.28 1.34 1.28 1.34
Commercial REloans . .............. 1.84 1.26 1.26 1.25 0.95 1.25 0.95
Construction RE loans . ............. 2.39 1.67 1.42 1.63 1.63 1.63 1.63
Commercial and industrial loans* . ... ... 0.83 0.76 0.77 0.89 0.76 0.89 0.76
Loans to individuals . ................ 1.94 1.77 2.16 2.46 2.49 2.46 2.49
Creditcards .............. ... ..... 2.62 2.08 2.35 2.70 2.68 2.70 2.68
Installmentloans . .................. 1.56 1.59 2.04 2.26 2.34 2.26 2.34
All other loans and leases . ........... 0.35 0.34 0.40 0.41 0.46 0.41 0.46
Percent of Loans Noncurrent
Total loans and leases .................. 2.07 1.29 1.16 1.05 0.97 1.05 0.97
Loans secured by real estate (RE) . ... .. 3.01 1.83 1.46 1.27 1.07 1.27 1.07
1-4 family residential mortgages . ... .. 1.32 0.96 0.90 1.10 1.01 1.10 1.01
Home equity loans . ................ 0.65 0.56 0.52 0.47 0.43 0.47 0.43
Multifamily residential mortgages . .. . .. 3.33 3.19 2.21 1.47 1.01 1.47 1.01
Commercial REloans . .............. 4.53 2.81 2.18 1.71 1.27 1.71 1.27
Construction RE loans . ............. 10.49 4.93 3.17 1.31 1.00 1.31 1.00
Commercial and industrial loans* . ... ... 1.77 1.04 1.06 0.87 0.78 0.87 0.78
Loans to individuals . ................ 1.15 1.01 1.18 1.34 1.47 1.34 1.47
Creditcards ...................... 1.38 1.09 1.34 1.70 1.98 1.70 1.98
Installmentloans . .................. 1.02 0.97 1.06 1.04 1.04 1.04 1.04
All other loans and leases . ........... 0.97 0.47 0.32 0.25 0.27 0.25 0.27
Percent of Loans Charged-Off, Net
Total loans and leases .................. 0.82 0.46 0.45 0.63 0.70 0.69 0.76
Loans secured by real estate (RE) . ... .. 0.69 0.29 0.13 0.09 0.06 0.06 0.07
1-4 family residential mortgages . ... .. 0.19 0.14 0.10 0.08 0.08 0.09 0.08
Home equity loans . ................ 0.29 0.25 0.23 0.24 0.18 0.22 0.20
Multifamily residential mortgages . .. . .. 1.03 0.39 0.20 0.09 0.01 0.18 0.01
Commercial REloans ............... 0.91 0.47 0.18 0.02 -0.01 -0.05 0.03
Construction RE loans . ............. 3.21 0.82 -0.01 0.16 -0.10 -0.06 -0.13
Commercial and industrial loans* . ... ... 0.55 0.16 0.10 0.22 0.27 0.26 0.36
Loans to individuals . ................ 1.70 1.49 1.80 2.45 2.86 2.69 3.07
Creditcards ...................... 3.58 3.06 3.40 4.25 4.95 4.52 5.28
Installmentloans . .................. 0.70 0.59 0.76 1.04 1.19 1.21 1.30
All other loans and leases ............ 0.47 -0.08 -0.07 0.09 0.07 0.15 0.06
Loans Outstanding ($)
Total loans and leases . ................. $1,269,271 $1,382,855 $1,522,677 $1,641,464 | $1,840,662 | $1,641,464 $1,840,662
Loans secured by real estate (RE) . ... .. 526,941 562,005 610,405 646,570 725,463 646,570 725,463
1-4 family residential mortgages . ... .. 256,739 282,000 317,521 329,031 363,608 329,031 363,608
Home equity loans . ................ 44,390 46,044 48,836 55,022 67,588 55,022 67,588
Multifamily residential mortgages . .. . .. 16,231 17,081 18,161 20,480 23,346 20,480 23,346
Commercial REloans . .............. 144,827 151,514 157,638 170,359 190,050 170,359 190,050
Construction RE loans . ............. 37,063 33,571 34,736 38,839 47,388 38,839 47,388
Farmland loans .................... 7,601 8,310 8,734 9,046 10,176 9,046 10,176
RE loans from foreign offices ......... 20,091 23,484 24,779 23,794 23,306 23,794 23,306
Commercial and industrial loans . ...... 343,916 370,094 405,630 425,148 508,582 425,148 508,582
Loans to individuals . ................ 249,611 291,799 320,009 356,067 371,496 356,067 371,496
Creditcards ...................... 89,506 111,109 131,228 161,104 168,257 161,104 168,257
Installment loans . .................. 160,105 180,690 188,781 194,963 203,239 194,963 203,239
All other loans and leases . ........... 152,217 162,135 189,490 216,194 237,333 216,194 237,333
Less: Unearned income .............. 3,415 3,178 2,857 2,515 2,212 2,515 2,212

* Includes “All other loans” for institutions under $1 billion in asset size.
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Key indicators, FDIC-insured national banks by asset size
Fourth quarter 1996 and fourth quarter 1997

(Dollar figures in millions)

Less than $100M $100M to $1B $1B to $10B Greater than $10B

1996Q4 1997Q4 |  1996Q4 1997Q4 1996Q4 1997Q4 1996Q4 1997Q4
Number of institutions reporting .......... 1,457 1,377 1,061 1,030 161 147 47 43
Total employees (FTEs) ................ 37,535 35,839 | 119,968 113,307 | 180,076 151,613 513,158 610,666
Selected Income Data ($)
Netincome .......... ... ... ... ...... $184 $198 $887 $800 $1,935 $1,716 $5,029 $6,629
Net interest income . ............. ... ... 772 744 2,949 2,814 5,825 5,296 14,813 18,098
Provision for loan losses .. .............. 51 49 299 265 1,041 1,204 1,317 2,064
Noninterest income . ................... 270 466 1,303 1,237 3,114 3,186 10,725 12,353
Noninterest expense . .................. 727 879 2,654 2,612 4,908 4,626 16,410 19,184
Net operating income . ................. 184 195 887 794 1,916 1,690 4,927 6,239
Cash dividends declared ............... 188 203 709 748 2,141 2,849 5,168 7,460
Net charge-offs to loan and lease reserve . . 45 36 273 220 1,017 1,235 1,487 1,952
Selected Condition Data ($)
Totalassets ........... ... ... ... ..... 71,956 69,069 | 271,742 268,738 | 545362 475,998 | 1,638,997 2,080,104
Total loans and leases ................. 40,149 39,727 | 165,306 163,250 | 363,662 316,046 | 1,072,347 1,321,640
Reserve forlosses .................... 547 531 2,544 2,390 7,758 7,703 21,144 24,212
Securities ... 21,622 19,159 72,393 71,663 97,423 90,309 189,177 270,980
Other real estate owned ................ 115 93 291 256 409 213 1,950 1,549
Noncurrent loans and leases . ........... 461 417 1,568 1,328 3,865 3,465 11,329 12,586
Total deposits ... ... 62,404 59,357 | 223,539 219,480 | 379,066 322,074 | 1,136,034 1,403,944
Domestic deposits . ................... 62,404 59,357 | 223,042 219,014 | 371,171 315,702 868,948 1,091,231
Equity capital ........ ... ... ... 7,430 7,352 25,403 25,543 46,697 44,046 127,638 168,051
Off-balance-sheet derivatives . .. ......... 663 516 5,639 4,602 63,476 59,795 | 7,543,980 8,782,176
Performance Ratios (annualized %)
Returnonequity ...................... 9.99 10.81 14.13 12.65 16.54 15.44 15.79 15.71
Returnonassets ...................... 1.04 1.16 1.32 1.21 1.44 1.46 1.24 1.30
Net interest income to assets . ........... 4.35 4.37 4.40 4.26 4.32 4.50 3.66 3.54
Loss provisiontoassets ................ 0.29 0.29 0.45 0.40 0.77 1.02 0.33 0.40
Net operating income to assets .......... 1.04 1.14 1.32 1.20 1.42 1.44 1.22 1.22
Noninterest income to assets .. .......... 1.52 2.73 1.95 1.87 2.31 2.71 2.65 2.41
Noninterest expense to assets ........... 4.09 5.16 3.96 3.96 3.64 3.93 4.05 3.75
Loss provision to loans and leases .. .. ... 0.51 0.50 0.73 0.66 1.15 1.54 0.50 0.63
Net charge-offs to loans and leases ... ... 0.46 0.37 0.67 0.55 1.13 1.58 0.56 0.60
Loss provision to net charge-offs ... ...... 111.69 134.08 109.61 120.41 102.32 97.47 88.59 105.73
Performance Ratios (%)
Percent of institutions unprofitable ........ 10.64 10.82 4.81 417 4.97 4.08 0.00 2.33
Percent of institutions with earnings gains . 53.67 55.99 60.70 66.89 71.43 60.54 72.34 67.44
Nonint. income to net operating revenue . . . 25.95 38.50 30.64 30.53 34.83 37.56 42.00 40.57
Nonint. expense to net operating revenue . . 69.72 72.70 62.43 64.49 54.91 54.54 64.26 63.00
Condition Ratios (%)
Nonperforming assets to assets ......... 0.80 0.74 0.69 0.59 0.78 0.77 0.83 0.69
Noncurrent loans to loans .. ............ 1.15 1.05 0.95 0.81 1.06 1.10 1.06 0.95
Loss reserve to noncurrent loans . ........ 118.62 127.32 162.19 180.01 200.71 222.31 186.64 192.38
Lossreservetoloans .................. 1.36 1.34 1.54 1.46 2.13 2.44 1.97 1.83
Equity capital to assets ................ 10.33 10.64 9.35 9.50 8.56 9.25 7.79 8.08
Leverageratio ............. .. ... .. .... 10.31 10.44 9.06 9.18 7.77 8.32 6.87 6.88
Risk-based capital ratio ................ 18.04 17.79 15.08 14.96 12.15 12.90 11.31 11.21
Net loans and leases to assets .......... 55.04 56.75 59.90 59.86 65.26 64.78 64.14 62.37
Securitiestoassets ... 30.05 27.74 26.64 26.67 17.86 18.97 11.54 13.038
Appreciation in securities (% of par) ...... 0.13 0.68 0.26 0.90 0.40 1.13 0.69 1.20
Residential mortgage assets to assets .. .. 22.41 22.18 25.33 25.89 22.19 23.02 17.99 18.63
Total depositsto assets . ............... 86.73 85.94 82.26 81.67 69.51 67.66 69.31 67.49
Core depositsto assets ................ 76.70 75.09 72.49 70.97 60.92 58.65 47.76 46.70
Volatile liabilities to assets . ............. 11.49 12.51 15.93 16.84 25.96 25.49 34.22 35.28
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Loan performance, FDIC-insured national banks by asset size

Fourth quarter 1996 and fourth quarter 1997

(Dollar figures in millions)

Less than $100M $100M to $1B $1B to $10B Greater than $10B
1996Q4 1997Q4 1996Q4 1997Q4 1996Q4 1997Q4 1996Q4 1997Q4
Percent of Loans Past Due 30-89 Days
Total loans and leases 1.67 1.63 1.45 1.31 1.62 1.69 1.29 1.22
Loans secured by real estate (RE) 1.43 1.46 117 1.09 1.28 1.26 1.59 1.48
1-4 family residential mortgages 1.80 1.88 1.49 1.36 1.45 1.40 1.72 1.76
Home equity loans 1.18 1.15 0.84 0.80 1.03 0.85 1.07 0.96
Multifamily residential mortgages 0.66 0.87 0.65 0.88 0.70 1.01 1.75 1.55
Commercial RE loans 1.06 1.03 0.80 0.75 1.038 0.92 1.52 1.01
Construction RE loans 1.20 1.22 1.12 1.16 1.76 212 1.77 1.61
Commercial and industrial loans* 2.80 2.56 1.70 1.50 1.28 1.20 0.68 0.61
Loans to individuals 2.45 2.45 2.29 2.19 2.43 2.64 2.50 2.46
Credit cards 3.07 3.21 2.65 2.75 2.56 2.81 2.82 2.59
Installment loans 2.41 2.40 2.16 2.04 2.25 2.39 2.27 2.37
All other loans and leases 0.85 0.93 0.36 0.43
Percent of Loans Noncurrent
Total loans and leases 1.15 1.05 0.95 0.81 1.06 1.10 1.06 0.95
Loans secured by real estate (RE) 1.00 0.96 0.87 0.68 1.15 0.97 1.44 117
1-4 family residential mortgages 0.83 0.82 0.75 0.62 1.33 1.05 1.1 1.09
Home equity loans 0.58 0.38 0.45 0.30 0.44 0.46 0.48 0.44
Multifamily residential mortgages 0.54 0.98 1.12 0.68 0.63 0.66 1.98 1.20
Commercial RE loans 1.22 1.08 1.08 0.77 1.18 1.05 2.22 1.49
Construction RE loans 1.09 1.1 0.77 0.82 0.91 0.82 1.72 1.09
Commercial and industrial loans* 2.75 2.31 1.51 1.41 0.79 0.75 0.79 0.71
Loans to individuals 0.73 0.76 0.85 0.83 1.26 1.57 1.49 1.62
Credit cards 1.12 1.54 1.82 2.00 1.71 2.14 1.69 1.88
Installment loans 0.71 0.71 0.51 0.50 0.66 0.74 1.34 1.25
All other loans and leases 0.44 0.42 0.22 0.26
Percent of Loans Charged-Off, Net
Total loans and leases 0.46 0.37 0.67 0.55 1.13 1.58 0.56 0.60
Loans secured by real estate (RE) 0.09 0.06 0.08 0.06 0.04 0.08 0.07 0.07
1-4 family residential mortgages 0.08 0.06 0.07 0.05 0.07 0.07 0.1 0.09
Home equity loans 0.31 -0.21 0.09 0.13 0.21 0.31 0.24 0.18
Multifamily residential mortgages 0.05 0.30 0.30 0.08 -0.07 0.13 0.27 -0.05
Commercial RE loans 0.09 0.10 0.09 0.06 0.03 0.04 -0.14 0.01
Construction RE loans 0.17 -0.03 0.07 0.03 -0.26 -0.01 -0.01 -0.22
Commercial and industrial loans* 1.44 0.92 0.85 0.81 0.36 0.22 0.15 0.34
Loans to individuals 1.06 1.15 2.28 2.06 3.15 4.41 2.53 2.62
Credit cards 3.43 3.50 5.91 6.26 4.82 6.67 4.14 4.32
Installment loans 0.94 0.98 0.99 0.96 0.98 1.16 1.37 1.42
All other loans and leases 0.22 0.34 0.14 0.03
Loans Outstanding ($)
Total loans and leases $40,149  $39,727 | $165,306 $163,250 | $363,662 $316,046 |$1,072,347 $1,321,640
Loans secured by real estate (RE) 22,541 22,281 94,868 97,275 | 144,855 127,370 384,306 478,536
1-4 family residential mortgages 11,358 11,184 46,878 47,421 69,893 62,720 200,903 242,283
Home equity loans 536 519 5,078 5,004 12,031 10,843 37,377 51,222
Multifamily residential mortgages 503 545 3,044 3,107 5,290 4,752 11,642 14,943
Commercial RE loans 6,249 6,147 30,162 31,131 45,058 37,355 88,891 115,416
Construction RE loans 1,570 1,525 6,497 7,058 10,710 9,795 20,062 29,010
Farmland loans 2,325 2,361 3,203 3,538 1,751 1,759 1,768 2,519
RE loans from foreign offices 0 0 6 16 123 146 23,664 23,144
Commercial and industrial loans 6,812 6,690 28,315 28,405 76,035 63,206 313,985 410,281
Loans to individuals 6,322 6,049 33,549 28,438 | 117,612 106,410 198,585 230,599
Credit cards 311 426 8,616 6,211 67,486 62,988 84,692 98,632
Installment loans 6,011 5,623 24,933 22,227 50,127 43,421 113,892 131,967
All other loans and leases 4,683 4,878 9,043 9,536 25,403 19,243 177,065 203,676
Less: Unearned income 209 170 470 405 244 183 1,593 1,453

* Includes “All other loans” for institutions under $1 billion in asset size.
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Key indicators, FDIC-insured national banks by region
Fourth quarter 1997

(Dollar figures in millions)

Northeast Southeast Central Midwest Southwest West Instilttllions
Number of institutions reporting .......... 297 342 542 493 642 281 2,597
Total employees (FTEs) ................ 259,773 181,033 145,584 70,575 97,153 157,307 911,425
Selected Income Data ($)
Netincome .......... ... ... ... ...... $2,830 $1,401 $1,573 $922 $751 $1,865 $9,343
Net interest income . ............. ... ... 7,685 5,464 4,375 2,254 2,212 4,962 26,952
Provision for loan losses .. .............. 1,243 762 438 378 148 613 3,581
Noninterest income . ................... 6,003 2,919 2,082 1,750 1,347 3,140 17,241
Noninterest expense . .................. 8,493 5,645 3,763 2,233 2,347 4,822 27,302
Net operating income . ................. 2,643 1,366 1,548 906 734 1,722 8,918
Cash dividends declared ............... 1,899 2,975 2,711 728 872 2,076 11,261
Net charge-offs to loan and lease reserve 1,397 468 444 356 162 618 3,444
Selected Condition Data ($)
Totalassets . ......... ... .. ... ... .. 850,966 622,652 470,417 209,024 251,428 489,423 2,893,910
Total loans and leases ................. 531,484 388,905 308,928 143,669 135,445 332,231 1,840,662
Reserve forlosses .................... 11,994 5,962 5,081 2,730 1,886 7,185 34,836
Securities ... 127,821 110,081 80,272 33,034 53,487 47,416 452,111
Other real estate owned ................ 822 405 214 90 123 458 2,111
Noncurrent loans and leases . ........... 6,895 3,151 2,644 1,438 1,048 2,619 17,795
Total deposits ... ... 573,735 406,523 328,847 148,271 202,059 345,420 2,004,855
Domestic deposits . ................... 379,704 372,557 300,004 143,640 195,829 293,570 1,685,304
Equity capital ........ ... ... ... 66,750 53,634 37,844 18,007 20,724 48,033 244,992
Off-balance-sheet derivatives . .. ......... 3,648,713 1,871,732 1,385,070 33,990 50,862 1,714,113 8,704,481
Performance Ratios (annualized %)
Returnonequity ...................... 16.99 10.37 16.29 20.53 14.64 15.52 15.20
Returnonassets ...................... 1.35 0.92 1.35 1.79 1.23 1.53 1.31
Net interest income to assets ............ 3.66 3.60 3.76 4.36 3.61 4.07 3.78
Loss provisiontoassets ................ 0.59 0.50 0.38 0.73 0.24 0.50 0.50
Net operating income to assets .......... 1.26 0.90 1.33 1.75 1.20 1.41 1.25
Noninterest income to assets .. .......... 2.86 1.92 1.79 3.39 2.20 2.58 2.42
Noninterest expense to assets ........... 4.05 3.72 3.23 4.32 3.83 3.96 3.83
Loss provision to loans and leases . ...... 0.95 0.79 0.57 1.06 0.45 0.74 0.79
Net charge-offs to loans and leases ... ... 1.06 0.49 0.58 1.00 0.49 0.75 0.76
Loss provision to net charge-offs ... ...... 88.98 162.83 98.53 106.45 91.39 99.24 104.00
Performance Ratios (%)
Percent of institutions unprofitable ........ 5.39 11.70 4.61 6.90 9.03 9.25 7.66
Percent of institutions with earnings gains 63.30 62.57 61.81 59.63 5717 64.06 60.76
Nonint. income to net operating revenue . . .. 43.85 34.82 32.25 43.71 37.84 38.76 39.01
Nonint. expense to net operating revenue . . . 62.05 67.33 58.27 55.77 65.93 59.52 61.78
Condition Ratios (%)
Nonperforming assets to assets ......... 0.93 0.57 0.61 0.73 0.47 0.63 0.69
Noncurrent loans to loans .. ............ 1.30 0.81 0.86 1.00 0.77 0.79 0.97
Loss reserve to noncurrent loans . ........ 173.94 189.17 192.19 189.86 179.92 274.33 195.76
Lossreservetoloans .................. 2.26 1.53 1.64 1.90 1.39 2.16 1.89
Equity capital to assets ................ 7.84 8.61 8.04 8.61 8.24 9.81 8.47
Leverageratio ............. .. ... .. .... 7.35 7.01 7.51 8.03 7.40 7.74 7.43
Risk-based capital ratio ................ 11.95 11.47 11.61 12.38 12.65 11.94 11.88
Net loans and leases to assets .......... 61.05 61.50 64.59 67.43 53.12 66.41 62.40
Securitiestoassets ... 15.02 17.68 17.06 15.80 21.27 9.69 15.62
Appreciation in securities (% of par) ...... 1.06 1.27 1.12 1.14 0.83 1.18 1.1
Residential mortgage assets to assets .. .. 16.14 27.07 21.31 19.41 20.22 17.24 20.11
Total depositsto assets . ............... 67.42 65.29 69.91 70.94 80.36 70.58 69.28
Core depositsto assets ................ 39.19 53.90 56.58 62.86 64.02 54.24 51.59
Volatile liabilities to assets . ............. 42.00 31.36 27.55 19.67 24.25 25.49 31.41

16 Quarterly Journal, Vol. 17, No. 1, March 1998



Loan performance, FDIC-insured national banks by region
Fourth quarter 1997

(Dollar figures in millions)

Northeast Southeast Central Midwest Southwest West Insti?ultlions
Percent of Loans Past Due 30-89 Days
Total loans and leases .................. 1.35 1.24 1.50 1.48 1.40 1.08 1.32
Loans secured by real estate (RE) . ... .. 1.53 1.32 1.43 1.18 1.67 1.23 1.39
1-4 family residential mortgages . ... .. 1.71 1.60 1.68 1.24 2.07 1.63 1.65
Home equity loans . ................ 1.13 0.92 0.88 0.62 0.88 0.88 0.93
Multifamily residential mortgages . . . ... 1.24 1.09 1.32 1.31 1.78 1.66 1.34
Commercial REloans . .............. 1.14 0.86 1.15 0.85 1.05 0.63 0.95
Construction RE loans .............. 1.08 1.27 215 2.22 1.97 1.63 1.63
Commercial and industrial loans* . ... ... 0.59 0.63 1.14 1.24 0.97 0.56 0.76
Loans to individuals . ................ 2.65 2.36 2.56 2.50 2.15 2.36 2.49
Creditcards ...................... 2.54 3.27 3.20 2.38 2.76 2.65 2.68
Installmentloans . .................. 2.84 1.94 2.39 2.68 2.08 2.03 2.34
All other loans and leases . ........... 0.41 0.48 0.80 0.60 0.39 0.28 0.46
Percent of Loans Noncurrent
Total loans and leases .................. 1.30 0.81 0.86 1.00 0.77 0.79 0.97
Loans secured by real estate (RE) ...... 1.61 0.94 0.84 0.62 1.05 0.98 1.07
1-4 family residential mortgages . ... .. 1.22 1.09 0.84 0.60 0.98 0.95 1.01
Home equity loans . ................ 0.60 0.39 0.33 0.17 0.28 0.47 0.43
Multifamily residential mortgages . . . . .. 1.42 0.71 0.87 0.49 0.40 1.46 1.01
Commercial REloans . .............. 2.46 0.90 0.97 0.64 1.14 1.20 1.27
Construction RE loans .............. 2.19 0.54 1.05 0.77 1.21 0.96 1.00
Commercial and industrial loans* . ... ... 0.88 0.58 0.93 0.99 0.76 0.59 0.78
Loans to individuals . ................ 2.03 1.09 1.08 1.80 0.63 1.22 1.47
Creditcards ...................... 1.74 2.20 2.26 2.59 2.05 1.90 1.98
Installmentloans . .................. 2.52 0.57 0.75 0.68 0.48 0.41 1.04
All other loans and leases . ........... 0.24 0.25 0.33 0.45 0.19 0.26 0.27
Percent of Loans Charged-Off, Net
Total loans and leases .................. 1.06 0.49 0.58 1.00 0.49 0.75 0.76
Loans secured by real estate (RE) ...... 0.13 0.05 0.10 0.03 -0.04 0.05 0.07
1-4 family residential mortgages . ... .. 0.13 0.07 0.06 0.08 0.04 0.06 0.08
Home equity loans . ................ 0.238 0.13 0.22 -0.03 1.25 0.21 0.20
Multifamily residential mortgages . .. . .. -0.02 0.04 0.07 0.00 -0.01 -0.04 0.01
Commercial REloans ............... 0.09 -0.09 0.16 -0.06 -0.07 0.06 0.03
Construction RE loans . ............. -0.17 0.04 -0.06 0.05 -0.48 -0.36 -0.13
Commercial and industrial loans* . ... ... 0.26 0.27 0.37 0.41 0.40 0.58 0.36
Loans to individuals . ................ 3.96 2.28 2.03 3.17 1.80 3.61 3.07
Creditcards ...................... 5.58 4.72 6.27 4.53 4.81 5.20 5.28
Installmentloans . .................. 1.51 1.16 0.88 1.25 1.47 1.78 1.30
All other loans and leases . ........... 0.09 0.15 0.43 0.35 0.14 -0.34 0.06
Loans Outstanding ($)
Total loans and leases . ................. $531,484 $388,905  $308,928  $143,669  $135445 $332,231 | $1,840,662
Loans secured by real estate (RE) . ... .. 168,609 192,976 133,625 55,123 49,595 125,536 725,463
1-4 family residential mortgages . ... .. 83,830 108,230 61,570 26,512 24,238 59,228 363,608
Home equity loans . ................ 15,246 15,943 15,745 3,594 624 16,437 67,588
Multifamily residential mortgages . .. . .. 5,902 5,087 4,648 2,111 1,478 4121 23,346
Commercial REloans ............... 37,165 47,296 39,886 15,740 16,209 33,753 190,050
Construction RE loans . ............. 5,243 14,526 9,316 4,536 5,543 8,223 47,388
Farmland loans .................... 720 1,734 2,439 2,630 1,502 1,150 10,176
RE loans from foreign offices ......... 20,503 159 20 0 0 2,625 23,306
Commercial and industrial loans . ...... 164,099 93,571 83,256 33,567 42,858 91,232 508,582
Loans to individuals . ................ 126,066 63,857 58,247 38,229 27,166 57,932 371,496
Creditcards ...................... 78,603 20,285 12,691 22,427 2,698 31,5653 168,257
Installment loans . .................. 47,463 43,572 45,556 15,802 24,468 26,379 203,239
All other loans and leases . ........... 73,900 38,749 34,053 16,776 16,092 57,763 237,333
Less: Unearned income .............. 1,189 248 252 25 265 231 2,212

* Includes “All other loans” for institutions under $1 billion in asset size.
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Glossary

Data Sources

Data are from the Federal Financial Institutions Examina-
tion Council (FFIEC) Reports of Condition and Income
(call reports) submitted by all FDIC-insured, national-
chartered and state-chartered commercial banks and
trust companies in the United States and its territories.
Uninsured banks, savings banks, savings associations,
and U.S. branches and agencies of foreign banks are
excluded from these tables. All data are collected and
presented based on the location of each reporting
institution’s main office. Reported data may include
assets and liabilities located outside of the reporting
institution’s home state.

The data are stored on and retrieved from the OCC’s
Integrated Banking Information System (IBIS), which is
obtained from the FDIC’s Research Information System
(RIS) database.

Computation Methodology

For performance ratios constructed by dividing an in-
come statement (flow) item by a balance sheet (stock)
item, the income item for the period was annualized
(multiplied by the number of periods in a year) and
divided by the average balance sheet item for the period
(beginning-of-period amount plus end-of-period amount
plus any interim periods, divided by the total number of
periods). For “pooling-of-interest” mergers, prior period(s)
balance sheet items of “acquired” institution(s) are in-
cluded in balance sheet averages because the year-to-
date income reported by the “acquirer’ includes the
year-to-date results of “acquired” institutions. No adjust-
ments are made for “purchase accounting” mergers
because the year-to-date income reported by the
“acquirer” does not include the prior-to-merger results of
“acquired” institutions.

Definitions

Commercial real estate loans—Iloans secured by non-
farm nonresidential properties.

Construction real estate loans—includes loans for all
property types under construction, as well as loans for
land acquisition and development.

Core deposits—the sum of transaction deposits plus
savings deposits plus small time deposits (under
$100,000).

IBIS—OCC's Integrated Banking Information System
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Leverage ratio—Tier 1 capital divided by adjusted tan-
gible total assets.

Loans to individuals—includes outstanding credit card
balances and other secured and unsecured installment
loans.

Net charge-offs to loan and lease reserve—total loans
and leases charged off (removed from balance sheet
because of uncollectibility), less amounts recovered on
loans and leases previously charged off.

Net loans and leases to assets—total loans and leases
net of the reserve for losses.

Net operating income—income excluding discretionary
transactions such as gains (or losses) on the sale of
investment securities and extraordinary items. Income
taxes subtracted from operating income have been
adjusted to exclude the portion applicable to securities
gains (or losses).

Net operating revenue—the sum of net interest income
plus noninterest income.

Noncurrent loans and leases—the sum of loans and
leases 90 days or more past due plus loans and leases in
nonaccrual status.

Nonperforming assets—the sum of noncurrent loans and
leases plus noncurrent debt securities and other assets
plus other real estate owned.

Number of institutions reporting—the number of institu-
tions that actually filed a financial report.

Off-balance-sheet derivatives—the notional value of fu-
tures and forwards, swaps, and options contracts; begin-
ning March 31, 1995, new reporting detail permits the
exclusion of spot foreign exchange contracts. For March
31, 1984 through December 31, 1985, only foreign
exchange futures and forwards contracts were reported;
beginning March 31, 1986, interest rate swaps contracts
were reported; beginning March 31, 1990, banks began
to report interest rate and other futures and forwards
contracts, foreign exchange and other swaps contracts,
and all types of option contracts.

Other real estate owned—primarily foreclosed property.
Direct and indirect investments in real estate ventures
are excluded. The amount is reflected net of valuation
allowances.



Percent of institutions unprofitable—the percent of institu-
tions with negative net income for the respective period.

Percent of institutions with earnings gains—the percent
of institutions that increased their net income (or de-
creased their losses) compared to the same period a
year earlier.

Reserve for losses—the sum of the allowance for loan
and lease losses plus the allocated transfer risk reserve.

Residential mortgage assets—the sum of 1-4 family
residential mortgages plus mortgage-backed securities.

Return on assets (ROA)—net income (including gains or
losses on securities and extraordinary items) as a per-
centage of average total assets.

Return on equity (ROE)—net income (including gains or
losses on securities and extraordinary items) as a per-
centage of average total equity capital.

Risk-based capital ratio—total capital divided by risk
weighted assets.

Risk-weighted assets—assets adjusted for risk-based
capital definitions which include on-balance-sheet as
well as off-balance-sheet items multiplied by risk weights
that range from zero to 100 percent.

Securities—excludes securities held in trading accounts.
Effective March 31, 1994 with the full implementation of
Financial Accounting Standard (FAS) 115, securities

classified by banks as “held-to-maturity” are reported at
their amortized cost, and securities classified as “avail-
able-for-sale” are reported at their current fair (market)
values.

Securities gains (losses)—net pre-tax realized gains
(losses) on held-to-maturity and available-for-sale
securities.

Total capital—the sum of Tier 1 and Tier 2 capital. Tier 1
capital consists of common equity capital plus noncumu-
lative perpetual preferred stock plus minority interest in
consolidated subsidiaries less goodwill and other ineli-
gible intangible assets. Tier 2 capital consists of subordi-
nated debt plus intermediate-term preferred stock plus
cumulative long-term preferred stock plus a portion of a
bank’s allowance for loan and lease losses. The amount
of eligible intangibles (including mortgage servicing
rights) included in Tier 1 capital and the amount of the
allowance included in Tier 2 capital are limited in accord-
ance with supervisory capital regulations.

Volatile liabilities—the sum of large-denomination time
deposits plus foreign-office deposits plus federal funds
purchased plus securities sold under agreements to
repurchase plus other borrowings. Beginning March 31,
1994, new reporting detail permits the exclusion of other
borrowed money with original maturity of more than one
year; previously, all other borrowed money was included.
Also beginning March 31, 1994, the newly reported
“trading liabilities less revaluation losses on assets held
in trading accounts” is included.
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Comptroller’s Report of Operations—1997

Comptroller

The Comptroller's office manages a nationwide staff of
bank examiners and other professional and support
personnel who examine and supervise federally char-
tered national banks and federally licensed branches
and agencies of foreign banks. As of December 31,
1997, there were about 2,600 national banks, represent-
ing about 28 percent of all insured commercial banks in
the United States and 58 percent of the total assets of the
banking system. During the year, national banks gener-
ated about 60 percent of the industry’s earnings.

The Comptroller continued in 1997 to serve as a member
of the board of the Federal Deposit Insurance Corpora-
tion (FDIC), the chairman of the Federal Financial Institu-
tions Examination Council (FFIEC), and a member of the
board of the Neighborhood Reinvestment Corporation
(NRC).

Throughout the year, advice to the Comptroller was
provided by the OCC'’s Executive Committee consisting,
as of December 31, 1997, of the chief counsel, the
ombudsman, the chief of staff, and six senior deputy
comptrollers representing Bank Supervision Operations,
Bank Supervision Policy, Economic and Policy Analysis,
Public Affairs, Administration, and International Affairs.

The Comptroller's personal staff continued to direct,
coordinate, and manage the day-to-day operations of the
office; oversee projects of special interest to the Comp-
troller; and serve as liaison with OCC staff and the staffs
of other regulatory agencies.

Senior Deputy Comptroller for
Bank Supervision Operations

The senior deputy comptroller for Bank Supervision
Operations was responsible for examinations and other
supervision activities in the OCC'’s six districts; the Large
Bank Supervision Department, which supervises the
largest national banks and oversees operations in the
OCC'’s London office; and OCC’s Continuing Education
and Supervision Support departments. Specific respon-
sibilities of the senior deputy comptroller for Bank Super-
vision Operations included directing programs for the
examination and regulation of national banks to promote
the continuing existence of a solvent and competitive
national banking system. The senior deputy comptroller
for Bank Supervision Operations was responsible during
1997 for directing the examination, supervision, and
analysis of almost 2,600 national banks and 70 federal

branches and agencies of foreign banks in the United
States. Supervision of national trust companies, and the
international activities of national banks with global op-
erations, was also the responsibility of the senior deputy
comptroller for Bank Supervision Operations.

Chief Counsel

In 1997, the chief counsel continued the function of
advising the Comptroller on legal matters arising from the
administration of laws, rulings, and regulations governing
national banks. The chief counsel was responsible for
directing the legal functions in and for the OCC, includ-
ing writing and interpreting legislation; responding to
requests for interpretations of statutes, regulations, and
rulings; defending the Comptroller’'s actions challenged
in administrative and judicial proceedings; supporting
the bank supervisory efforts of the office; and represent-
ing the OCC in all legal matters. These duties were
carried out through two deputy chief counsels. One
deputy counsel was responsible for overseeing Bank
Activities and Structure, Enforcement and Compliance,
Litigation, Securities and Corporate Practices, and the
six district counsels; and the other was responsible for
Administrative and Internal Law, Community and Con-
sumer Law, the Counselor for International Activities, and
Legislative and Regulatory Activities.

The chief counsel in 1997 also advised the Comptroller
on policy matters involving corporate activities. The
Comptroller delegated authority for deciding all corpo-
rate applications, including charters, mergers and acqui-
sitions, conversions, and operating subsidiaries of na-
tional banks, to the chief counsel. The responsibilities
under this authority were carried out by the deputy
comptroller for Bank Organization and Structure,
and through three divisions renamed in late 1997—
Washington-Directed Licensing, Licensing Policy and
Systems, and District/Large Bank Licensing—and the
licensing units in each of the OCC'’s six district offices.

In addition, in 1997, the chief counsel advised the
Comptroller on policy matters involving community de-
velopment. The Comptroller delegated authority for de-
ciding national bank community development investment
proposals to the chief counsel that are carried out
through the director for Community Development. In
addition, the chief counsel oversaw Community
Development’s other activities, including policy develop-
ment and research, banker and community development
partner education initiatives, community development
training for examiners and others, provision of advice
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and counsel to the Comptroller in his capacity as a
statutory member of the Neighborhood Reinvestment
Corporation’s board of directors, and publication of the
newsletter Community Developments.

Senior Deputy Comptroller for
Bank Supervision Policy

The senior deputy comptroller for Bank Supervision
Policy is responsible for formulating and disseminating
the OCC'’s supervision policies to promote national banks’
safety and soundness and compliance with laws and
regulations. The department issues policy, guidance,
and examination procedures related to national banks’
commercial, consumer, asset management, capital mar-
kets, and community compliance activities. The depart-
ment also assists in providing specialized training and
examination support to OCC examiners. The senior
deputy comptroller for Bank Supervision Policy is re-
sponsible for coordinating OCC participation in FFIEC
activities and its task forces.

In 1997, the responsibilities and structure of Bank Super-
vision Policy were realigned as part of the OCC'’s overall
restructuring effort. These changes were implemented to
make Bank Supervision Policy more streamlined, effi-
cient, and responsive in meeting the needs of the OCC
and banking community. The Core Policy Division was
created to focus on the OCC’s supervision by risk
process and those policies and activities that cut across
bank size, functions, activities, and products such as
accounting, capital, and management. This division is
complemented by specialized risk divisions that focus on
developing, maintaining, and disseminating policies and
specialized expertise in the areas of community and
consumer policy, asset management, credit, and capital
markets. Responsibilities for international activities and
the OCC’s information systems that previously resided
with the senior deputy comptroller for Bank Supervision
Policy were transferred to other departments.

Senior Deputy Comptroller for
Economic and Policy Analysis

The senior deputy comptroller for Economic and Policy
Analysis was responsible for managing the agency’s
economic research and analysis program, providing
policy advice on issues relating to the condition of the
banking industry and trends in the provision of financial
services, and overseeing preparation of congressional
testimony for the Comptroller. The senior deputy comp-
troller for Economic and Policy Analysis also assisted the
Compitroller in his responsibilities to coordinate the Trea-
sury Department’s efforts in electronic money and bank-
ing. These activities were carried out through the follow-
ing divisions: Economics and Evaluation, Financial and
Statistical Analysis, Bank Research, and Risk Analysis.
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Senior Deputy Comptroller for
International Affairs

In 1997, the senior deputy comptroller for International
Affairs was responsible for OCC'’s international activities,
including providing policy advice and technical exper-
tise and analyses to OCC and the Treasury Department
on international banking and financial matters, including
G-7 summit issues; formulating policies and procedures
for the supervision and examination of federal branches
and agencies of foreign banks; liaison with foreign bank
supervisors and various multilateral groups; and the
analysis of country risk and other internationally related
issues. These responsibilities were conducted in the
International Banking and Finance Department. The se-
nior deputy comptroller represents the OCC on the Basle
Committee on Banking Supervision and the Joint Forum
on Financial Conglomerates.

Senior Deputy Comptroller for
Public Affairs

The senior deputy comptroller for Public Affairs advises
the Comptroller on external relations with the news
media, the banking industry, Congress, consumer and
community organizations, other government agencies,
and the public.

Specific responsibilities include the following: oversee-
ing regular outreach efforts to foster and develop rela-
tionships with the constituencies involved in banking;
tracking legislative developments and responding to
congressional inquiries and requests for support; direct-
ing the preparation and dissemination of information to
help bankers, examiners, community organizations, and
the general public understand the national banking
system, the OCC's supervisory activities, and related
issues; ensuring fair and easy access to the agency’s
public information; coordinating internal communications;
and managing news media relations for the agency.

The senior deputy comptroller for Public Affairs carries
out these responsibilities through the deputy comptroller
for Public Affairs, the special advisor for External Rela-
tions, the executive assistant to the Executive Commit-
tee, and the Congressional Liaison, Banking Relations,
Community Relations, Minority and Urban Affairs, Com-
munications, and Press Relations divisions.

Senior Deputy Comptroller for
Administration

In 1997, the senior deputy comptroller for Administration
was responsible for the efficient and effective administra-
tive functioning of the OCC. Through the deputy comp-
troller for Resource Management, the senior deputy



comptroller for Administration supervised the Human
Resources, Administrative Services, and Minority and
Urban Affairs divisions. Through the chief financial of-
ficer, the senior deputy supervised Financial Services.
The Management Improvement Division and Organiza-
tional Effectiveness Division, including the Office of Di-
versity, were supervised directly by the senior deputy.
Washington office units provided staff assistance and
guidance to district administrative functions.

The senior deputy comptroller for Administration was
also designated by the Comptroller to administer the
OCC'’s equal employment programs.

Ombudsman

In 1997, the ombudsman was responsible for oversee-
ing the national bank appeals process. The primary
ongoing activities of the national bank appeals process
included resolution of individual appeals from national
banks, administration of the examination questionnaire
process, and outreach activities. With the consent of the
Comptroller, the ombudsman has the discretion to su-
persede any agency decision or action during the
resolution of an appealable matter. The ombudsman
often acted as a catalyst to spawn reviews of agency
policies, processes, and procedures as a result of
issues identified through his activities. The ombudsman
also acted as liaison between the OCC and anyone with
unresolved problems in dealing with the OCC regarding
its regulatory activities. The ombudsman functions inde-
pendently, outside of the bank supervision and examina-
tion area, and reports directly to the Comptroller. In
addition, responsibility for the Customer Assistance Group
was transferred to the ombudsman on June 30, 1997
after the Executive Committee approved enhancements
to the previous process, including the centralization of
the Customer Assistance Group. The new process in-
cludes a significantly improved telephone system, which
is consistent with best-in-class call centers, along with a
state-of-the-art case management system designed to
provide assistance at the point of contact. The group will
relocate to Houston, Texas, by the end of the first quarter
of 1998.

Information Technology
Services Department

In 1997, Information Resources Management underwent
a major reorganization. The reorganization included a
name change for the department and the divisions within
the department. The department is now known as Infor-
mation Technology Services (ITS).

The mission of ITS is to become a leader in providing
information technology solutions. Information Technology
Services is led by the chief information officer (CIO) who

has deputy comptroller status and reports directly to the
Comptroller's chief of staff. As the senior information
technology official, the CIO works closely with executive
management to determine the OCC'’s information tech-
nology direction and implement systems that support the
agency’s strategic objectives. In addition, the CIO repre-
sents OCC at Treasury on all information technology
issues and plays a key role in ensuring closer technical
cooperation with other federal financial regulators.

The CIO supervises an administrative staff and three
divisions. The divisions—Customer Services, Information
Services, and Network Services—have been organized
in a team environment that enables greater flexibility of
assignments and allocation of staff expertise. The divi-
sions’ key responsibility is to provide technical support to
all OCC personnel.

The reorganization allowed ITS to refocus its efforts to
provide more timely, quality-oriented customer service.
During the last year, these efforts have included upgrad-
ing the technology tools available to OCC personnel,
including providing a full Pentium platform of computers,
upgrading the OCC'’s operating system to Windows 95,
and fully implementing local area networks throughout
the agency.

Currently, consultants are working with ITS staff to de-
velop a standard information technology architecture
and an updated data architecture that will support
technology efforts into the twenty-first century. To support
these efforts, an Investment Review Board (IRB) has
been established to ensure that all major technology
investments align with OCC business objectives.

Chief Information Officer

The Chief Information Officer (ClO) staff provides admin-
istrative support to the CIO and the ITS divisions. It is
managed by the special assistant to the CIO. There are
three teams—Security; Resource Management; and
Policy, Planning, and Quality Assurance.

During 1997, these teams supported the implementation
of federal guidelines and effectively coordinated CIO
responsibilities. Their key roles include providing support
for the Investment Review Board; planning the informa-
tion technology budget; performing strategic planning
and security functions; and developing policies, proce-
dures, and programs that result in quality technology
application and superior customer service. In addition,
the staff has Treasury liaison responsibilities.

Customer Services

The Customer Services staff consists of information tech-
nology specialists with responsibilities for Washington
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and district information technology services, the help
desk, and depot maintenance functions. The staff pro-
vides front-line customer support including troubleshoot-
ing, fulfilling equipment requests, planning, budgeting,
and making initial contacts on new systems needed to
support the business function.

Major accomplishments in 1997 included the implemen-
tation of the local area networks (LAN) and wide area
network (WAN). The agency’s voice and data telecom-
munications capabilities were upgraded and resulted in
better connectivity for all OCC personnel, regardless of
whether they were in headquarters, the district offices,
duty stations, banks, or hotels.

Customer Services also developed and implemented an
ITS outreach program. The program’s success gained
ITS a reputation for responsiveness and quality customer
service.

Information Services

The Information Services staff is responsible for provid-
ing automated solutions to customer needs and improv-
ing technical support for business processes for more
than 100 existing technology applications. To achieve
these goals, the staff is made up of teams for analysis,
application development and maintenance, research and
desktop configuration, Lotus Notes development, com-
munication delivery, data architecture, year-2000, and
Examiner View activities.
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Major accomplishments in 1997 included making signifi-
cant progress on the year-2000 renovation of systems,
implementing a new desktop configuration, implement-
ing Lotus Notes databases, and providing technology
recommendations for implementing Examiner View.

Network Services Division

The Network Services Division is responsible for data-
base operations, LAN/WAN, mainframe support, and
telecommunications services. The teams within the divi-
sion include Global Server Operations, Network Opera-
tions, and Database Administration. The division is lo-
cated at OCC's Centre Point facility in Landover, Maryland.

The division provides support 7 days a week, 24 hours a
day. They support and maintain the disaster recovery
plan that allows for complete restoration of computer
services within 24 hours if a major disruption or disaster
strikes.

During 1997, the division’s efforts supported the imple-
mentation the local area networks (LAN) in each duty
station and in most large banks. Agency communication
capabilities were expanded by the implementation of
FTS2000 and OCCnet, the new OCC Intranet. In addi-
tion, dial-in capability for the mobile workforce was
significantly improved and video teleconferencing capa-
bilities were implemented at the Washington office, the
district offices, and the Houston duty station for the
ombudsman’s office.



Bank Supervision Policy

Core Policy Division

The Core Policy Division is the focal point for the OCC'’s
core policy platforms that govern how the OCC super-
vises banks. These core policies and activities include
the OCC’s supervision by risk philosophy and its sup-
porting systems and core examination procedures for
large and community banks; policies related to general
bank management and boards of directors; policies and
interpretations on capital, dividends, earnings, and re-
lated bank structure issues; and accounting, reporting,
and disclosure requirements for national banks. The
deputy comptroller for Core Policy chairs the Supervision
Policy and Capital Steering committees—forums for ob-
taining input on supervision policy and capital issues
across functional areas of the OCC.

The division consists of three units: Core Policy Devel-
opment, Capital Policy, and the Office of the Chief
Accountant.

Core Policy Development

Core Policy Development establishes risk-focused poli-
cies and standards for the supervision of national banks.
The unit administers the supervision by risk process,
develops and coordinates OCC supervision policy issu-
ances and publications, and develops and distributes
automated tools and models used in the examination
process.

A major initiative of this unit has been the development of
risk-based examination procedures. During 1997, Core
Policy Development began redesigning the community
and large bank supervision examination structure and
standards. This structure consists of a three-component
template that consistently integrates risk-based supervi-
sion into all aspects of the supervisory process. The
three components are:

o Core knowledge—a database of information that
describes a bank’s culture, risk tolerance, and
other internal and external factors.

. Core assessment—standards or procedures de-
signed to guide examiners in reaching the mini-
mum conclusions regarding risks and CAMELS
ratings.

. Optional procedures—detailed guidance that ex-
plains how to examine specific activities or prod-
ucts that warrant extra attention.

The benefits of this structure include the following: the
enhancement of bank safety and soundness through
greater integration of supervision by risk into the exami-

nation process; a more efficient deployment of OCC
resources, while continuing to minimize burden on the
banking industry; and increased efficiency and consis-
tency through use of a risk-based examination approach.
The introduction of the new structure and standards is
scheduled for 1998.

In response to recent insurance sales authority granted
to banks, Core Policy Development began developing
the guidance on the examination of bank insurance
sales. The agency is scheduled to publish the first
handbook on bank insurance sales in 1998. Other signifi-
cant issues addressed by Core Policy Development
include the continuing development and enhancement of
computerized models used by examiners in their daily
examination activities, the evolution of the quality assur-
ance process, and participation in the development of
automated examination software.

Capital Policy

Capital Policy identifies issues and develops policy to
address emerging risks to bank capital. This includes
developing and maintaining capital regulations and in-
terpretations as well as dividend, income, and expense
policies, often in collaboration with other units of the OCC
as well as other U.S. and international regulatory agen-
cies. This unit ensures that capital policies are effectively
communicated and implemented and provides technical
assistance to examiners, bankers, and advisors on risk-
based capital issues. It also represents the OCC on the
Capital Subgroup of the Basle Committee on Banking
Supervision and participates in the Basle Committee’s
Models Task Force. The Capital Policy unit coordinates
the work of the OCC’s Capital Steering Committee.

In 1997, the unit was instrumental in advancing a number
of proposed interagency changes in the risk-based
capital regulations. A proposed and interim rule eased
the burden of the market risk amendment contained in
12 CFR Part 3, Appendix B. The capital regulation now
permits banks to use their internally modeled measure of
the specific risk inherent in trading activities when calcu-
lating the regulatory